
-
c



DECLARATION OF RICHARD J. GILBERT

ON BEHALF OF SBC COMMUNICAnONS INC.

1. I am Richard 1. Gilbert. I am Professor of Economics and Adjunct Professor of

Business Administration at the University of California at Berkeley and a Director at

Navigant Consulting/LECG, Inc., an international economics and strategic business

consulting firm. My research specialty is in the field of industrial organization and

regulation. From 1993 until 1995, I was the Deputy Assistant Attorney General for

Economics in the Antitrust Division of the U.S. Department of Justice, the highest-

ranking economics position in the Antitrust Division. In this capacity, I was involved in

the Department's competitive analysis of the AT&TlMcCaw merger, British Telecom's

proposed equity investment in MCI, Deutsche Telekom's and France Telecom's

proposed equity investment in Sprint, and other matters involving competition in the

telecommunications industry.

2. I have been an Associate Editor of The Journal ofEconomic Theory, The Journal

ofIndustrial Economics, and The Review ofIndustrial Organization. From 1994 to 1995,

I was President of the Industrial Organization Society. From 1994 until May 1996, I was

vice-chair of the American Bar Association's Antitrust Section committee on economics.

I have published and lectured widely on industrial organization theory and policy and I

have testified before U.S. courts oflaw, regulatory commissions, and Congress on

economic policy issues. In 1995 I was invited to testify before the Federal Trade

Commission on antitrust policy in high technology and other markets. I received

Bachelors and Masters degrees in Electrical Engineering from Cornell University in 1966

and 1967, respectively. I received a Masters degree in Economics from Stanford



University in 1975, and a Ph.D. in Engineering-Economic Systems from Stanford

University in 1976.

I. SUMMARY OF CONCLUSIONS

3. The merger ofMCI WorldCom and Sprint would combine firms that are actual

competitors in markets for telecommunications services, including long distance, data,

and Internet backbone services.

• MCI WorldCom and Sprint are numbers 2 and 3 in the $100 billion market for
voice long distance service with combined shares of 36 percent overall, and
44 percent in the business submarket;

• MCI WorldCom and Sprint are numbers 1 and 3 in the $8 billion market for
public switched data services (such as X.25, Frame Relay, SMDS and ATM);

• MCI WorldCom and Sprint are numbers 1 and 2 in the market for Internet
backbone service.

• MCI WorldCom and Sprint have nationwide brand recognition in long
distance service.

4. Although the merger raises many competitive issues, I concentrate on the

following specific areas related to this merger and the claims made by MCI WorldCom

and Sprint in their FCC Application:

• Public Switched Data. I show that the level of market concentration in public
switched data services is at least as large as the level of concentration in long
distance voice, and that the proposed merger would increase concentration for
data services to a degree that is likely to produce anticompetitive effects.

• Bundled Services. The proposed merger would eliminate a firm with strong
brand recognition as a provider of bundled services to both business and mass­
market customers.

• Efficiencies. The efficiencies claimed by the Applicants in this merger are
small relative to the potential for anti-competitive effects. Moreover, a large
share of the cost savings are not reductions in marginal cost, but instead are
reductions in fixed overhead costs that are less likely to generate pro­
competitive effects on prices in the near term.
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II. THE PROPOSED MERGER WOULD ADVERSELY AFFECT THE MARKET FOR

PUBLIC SWITCHED DATA SERVICES

A. Public Switched Data Service is a Distinct Market

5. Computer-to-computer connectivity that is performed by direct connections or by

way of a private network (such as a LAN) that is installed by the user or leased from a

service provider may be termed a "data service." The private-line connections or even

the entire private network can be replaced by a fast-packetized or cell-based service that

uses a public network to switch and transport the data with known quality-of-service

parameters. These services collectively are called "public switched data services" to

distinguish them from simple interconnectivity or private networks. The services are also

referred to as "packet-switched data services" to distinguish them from the circuit-

switched voice telephone networks.

6. A packet-switched data network transmits data by breaking the data into small

bits (or packets) and, unlike the dedicated circuit-switched networks common to voice

transmission, allows individual packets to be routed from origin to destination

independently. Packet-switched data services consist of several types of protocols and

hardware, including Frame Relay, X.25, Asynchronous Transfer Mode (or ATM), and

Switched Megabit Data Service (SMDS). Each of these consists of mechanisms to

transfer data between locations. While these types of packet-switched data protocols may

be substitutes for some data applications, all of these services are distinct from the type

provided by circuit-switched voice service.

7. In the event of a hypothetical significant and non-transitory increase in the prices

of packet-switched data services, a user of such services could not switch to circuit-

switched services as a substitute because the lower speeds offered by circuit-switched
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services would not be able to handle the quantities of data typically seen in packet-

switched data applications. Instead, the most likely substitute for some of the services is

a private-line data service. But even the private line has qualitative differences such as

route diversity that makes it a poor substitute for the enhanced services discussed above.

As a consequence, from an economic perspective, switched data services such as Frame

Relay, X.25, ATM, and SMDS form a relevant market for merger analysis.

8. The FCC in its order on the MCI WorldCom merger independently arrived at the

same conclusion by rejecting the contention that circuit- and packet-switched services,

and Internet backbone are part of the same relevant market because of a certain

fungibility between transmission facilities. I

B. The Proposed Merger Would Substantially Increase Concentration in
the Already-Concentrated Public Switched Data Services Market

9. MCI WorldCom and Sprint, along with AT&T, are the top three providers of each

of the public-switched data services. These three companies account for about 75 percent

of overall Frame Relay revenues, and about 90 percent of the interLATA Frame Relay

revenues.2 The Big 3 account for about 77 percent of overall ATM revenues and 98

percent of the interLATA ATM revenues. In 2000, revenues for Frame Relay are

expected to be about $6 billion, and revenues for ATM are expected to be about $800

million?

10. BOCs cannot provide in-region interLATA data service, such as Frame Relay, in

a particular state until a Section 271 application is approved by the FCC. Moreover,

I FCC, MCI WorldCom Memorandum Order and Opinion, CC Docket No. 97-211, September 14, 1998,
, 148.
2 Frost & Sullivan, "US ATM, Frame Relay, SMDS, and X.25 Public Data Services Market," Report
Number 2687-63, various pages.
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multi-state businesses are not likely to shift their interLATA data traffic to a BOC until

that BOC has the legal ability to provide interLATA data services in all states in which

those businesses are located. Businesses with locations in Texas, California, and Illinois,

for example, are unlikely to shift their interstate interLATA data traffic to SBC until SBC

has the ability to offer interLATA services in each of those states. Of course, the more

states in which a business is located, the longer it is likely to take for those BOCs to be

able to successfully compete for interLATA data traffic as facilities-based suppliers.

11. According to my calculations based on share and revenue figures contained in the

Frost & Sullivan report on public switched data services,4 in 1998 AT&T had a market

share of about 24 percent, MCI Worldcom had about 30 percent, and Sprint had a market

share of about 22 percent. The BOCs in total (including GTE) account for about 15

percent of the market. From the Frost & Sullivan data, I compute a pre-merger HHI to be

2013. Post-merger, the HHI would increase by 1294 points to 3307. The substantial

increase in concentration from the merger would likely result in increased market power

for the two remaining national firms and lead to higher prices for packet-switched data

for business, government, and academic (university) customers who use these services.

Furthermore, the large increase in concentration cannot be overcome by competitors with

voice facilities moving into the data market without significant sunk investments in data

switches.

3 Frost & Sullivan, "US ATM, Frame Relay, SMDS, and X.25 Public Data Services Market," Report
Number 2687-63, pp. 6-10 and 8-10.
4 Frost & Sullivan, "US ATM, Frame Relay, SMDS, and X.25 Public Data Services Market," Report
Number 2687-63. The total market for public switched data services is defined herein as the combined
interLATA and intraLATA Frame Relay, X.25, ATM, and SMDS services.
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III. THE PROPOSED MERGER ELIMINATES ONE OF THE FEW FIRMS ABLE TO

PROVIDE COMPREHENSIVE BUNDLED SERVICES

A. The Existence of Bundled Product Offerings Does Not Equate to the
Development of an "All Distance Market"

12. The Applicants claim that telecommunications services are moving away from the

traditional distinction between long distance, local, and data services, and towards a so-

called "all distance market."s The parties are unspecific about what they mean by a so-

called "all distance market" and there are two plausible interpretations. One is that they

mean a bundled service offering, such as a single package that includes local, long

distance, and data services, obtained from a single provider with a single bill covering all

of the services. The services that comprise the bundle may be priced separately. A

second possibility is that they mean an offering in which there is a single price for all

services in the bundle. For instance, it could mean that a customer pays the same per

minute charge whether the call is local or long distance.

13. A bundling of separate services into a single offering does not eliminate markets

for the individual components in the bundle. For example, if a supermarket chose to

offer a package of beef and potatoes for a single price per pound, that would not obviate

the fact that the two are part of distinct product markets and could be purchased

separately. Long distance and other telecommunications services are likely to be

available as separate service offerings for a significant time. There is not likely to be a

separate so-called "all distance market" as long as consumers have an incentive to mix

and match individual service offerings in response to a hypothetical increase in the price

of a so-called "all distance" offering. Given current price levels, this incentive to mix

and match is likely to persist for some time.
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14. Even if AT&T and MCI WorldCom/Sprint develop offerings in which local and

long distance services are offered at uniform prices, separate long distance and local

offerings are likely to persist. Thus, while bundled services may be offered and priced in

the ways described above by some carriers, they will not replace local and long distance

as separate markets for competition analysis anytime soon.

B. The Merger Would Eliminate One of the Preferred Bundlers for
Possible Mass Market Services

15. A 1999 consumer survey by the International Data Corporation, an independent

research organization, found that the mass-market customer would prefer some type of

bundled telecom service in the sense of obtaining more than one service from a single

supplier: 6

• About 74 percent of respondents desired local and long distance service in a
telecommunications bundle;

• About 62 percent of respondents desired "all" telecom services in a telecom
bundle;

• About 55 percent of respondents desired local, long distance, and Internet
services in a telecom bundle;

• Almost the same number, 50 percent, desired just long distance and Internet
services in a bundle; and

• About 28 percent of the respondents, the lowest number in the poll, desired no
bundling at all. 7

16. Thus, mass-market customers are quite interested in bundles, but they are

somewhat open as to what might be contained in those bundles. The survey shows that a

5 MCI Worldcom Application to the FCC for Transfer of Sprint Licenses, pp. 9-21.
6 Kiersted, T. "Putting it All Together: Which Consumers Want What Telecommunications Bundles,"
International Data Corporation, 1999, p. 2.
7 Ibid, p. 14. IDe's survey considered "all" to mean local, long distance, Internet, cable television,
wireless, and paging.
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bundle with local and long distance is rather highly desired, as is a bundle with "all"

servIces.

17. Internet service can be used to identify consumers that have a higher awareness of

telecom services generally, as well as being higher-value customers. IDC's survey shows

that, overall, mass-market respondents are approximately evenly divided on whether they

would rather have their Internet service bundled with local and long distance (55%), only

local (53%), or only long distance (49%). In other words, about half of the respondents

want their Internet bundled with another telecom service, but they seem to be indifferent

as to whether the other service is local, long distance, or both.

18. Although many firms can bundle individual service offerings, a smaller number

can provide a bundle of services that are coordinated at a technical level. Moreover,

according to IDC's research, Sprint and MCI WorldCom are the two most preferred

sources for bundled services. MCI WorldCom and Sprint rank numbers 1 and 2 in the

minds of consumers who would seek to purchase a bundle of Internet, local, and long

distance service (with 65.1 percent and 63.4 percent respectively, versus the industry-

wide average of 55.3 percent).8 Moreover, as found by Carlton and Sider and by

Hausman using separate data, those who purchase long distance service from Sprint

regard MCI WorldCom as the next-closest substitute, at least in long distance.9 Given the

importance placed on long distance among consumers that prefer bundled services, it is

8 Ibid, p. 38.
9 Declaration of Dennis Carlton and Hal Sider, 'If'lf 32-38. See also Declaration of Professor Jerry A.
Hausman on behalf of SBC at'\['\[ 21-22.
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also likely that consumers of bundled services would consider MCI WorldCom and

Sprint to be close substitutes as wel1. 1o

19. Accordingly, the merger would eliminate one of the more desirable providers with

the ability to offer an Internet/local/long distance bundle or an Internet/long distance

bundle. Further, to the extent that the merger results in higher prices in markets for any

of the products that comprise bundled services, the merger will also result in higher

prices for consumers of these bundles.

20. Finally, even if the Applicants are correct in their assessment that

telecommunications will eventually be characterized by so-called "all distance" services,

perhaps because of MCI Worldcom' s and Sprint's ability to generate economies of scope

that would result in the ability to charge a lower price for the bundle than for the products

separately, the merger results in the loss of one of the more likely effective competitors in

such a market.

IV. EFFICIENCIES FROM THE MERGER ARE SMALL RELATIVE TO THE POTENTIAL

FOR COMPETITIVE HARM

21. The overall cost savings are small relative to the potential anticompetitive

consequences of the merger. Even if the merger resulted in only minimal increases in

price, these increases could easily swamp the modest cost savings that the merging

parties project. MCI WorldCom and Sprint estimate that cost savings in the first year of

the merger will be around $2 billion, increasing to $4 billion by 2004. 11 The full $4

\0 A separate IDC study notes that Sprint and MCI WorldCom customers have a greater interest in bundled
services that include Internet than AT&T customers and the population in general. "Generally, AT&T
customers were less interested in bundles involving the Internet, and both MCI WorldCom and Sprint
customers expressed markedly greater interest than the total population." Kiersted, T. "Battle of the
Supergiants: How Do the Big Three Long Distance Carriers Rank?" International Data Corporation, 1999,
p.29.
1\ Affidavit of Rehberger and Grothe, ~7.
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billion in savings, not achieved until four years after the merger is finalized, represents

3.1 percent of the announced $129 billion value of the merger. 12

22. This merger, if permitted, would represent a horizontal combination of actual

competitors in the long distance market, in the public-switched data market, in the

Internet backbone services market, and in a number of local exchange markets. The

existing overlaps in these markets are substantial and the relative size of these firms in

each of those markets is considerable as well:

• MCI WorldCom and Sprint are numbers 2 and 3 in the $100 billion long
distance service with combined shares of 36 percent overall, and 44 percent in
the business sub-market;

• MCI WorldCom and Swint are numbers 1 and 2 in X.25, 13 numbers 2 and 3 in
Frame Relay Services, 4 and numbers 1 and 2 in ATM Services,)5 which
together comprise the $8 billion public switched data market; and

• MCI WorldCom and Sprint are likely numbers 1 and 2 in Internet backbone
servIce.

23. The cost savings and synergies that these companies project would do little to

offset the potential for anticompetitive effects from this merger. The DOl/FTC Merger

Guidelines state, "When the potential adverse competitive effect of the merger is likely to

be large, extraordinarily great cognizable efficiencies would be necessary to prevent the

merger from being anticompetitive.,,16 There are surprisingly few merger-specific

efficiencies claimed in the FCC Application, and those that are claimed do not, for the

11 "MCI WoridCom and Sprint Create Pre-eminent Global Communications Company for 21 51 Century,"
Sprint-MCl WorldCom Press Release, October 5, 1999.
<http://www.sprint.com/Stemp/press/releases/991 0/991 0050873.html> visited January 13, 2000.
13 Frost & Sullivan, "US ATM, Frame Relay, SMDS, and X.25 Public Data Services Market," Report
Number 2987-63, various pages.
14 Frost & Sullivan, "US ATM, Frame Relay, SMDS, and X.25 Public Data Services Market," Report
Number 2687-63, various pages.
15 Frost & Sullivan, "US ATM, Frame Relay, SMDS, and X.25 Public Data Services Market," Report
Number 2687-63, various pages.
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most part, directly apply to markets where the merger is likely to cause significant

competitive harm.

24. The proposed merger is likely to have substantial competitive impacts in several

markets, including the Internet backbone market, the market for packet-switched data

services, and in the long distance market. None of the claimed efficiencies that the

merging parties list in their filings applies to the Internet backbone market or the packet-

switched data market (with the possible exception of some share of the SG&A savings).

In fact, the merging parties' filings note that the calculated cost savings apply only to

long distance and wireless services. 17 Of the $2 billion in projected cost savings, $275

million (or 14 percent) are applicable directly to domestic long distance, and an

additional $50 million (or less than 3 percent) are applicable directly to international long

distance. 18

25. If all the savings in the first year were passed on to long distance customers, that

would represent $2 billion in savings. U.S. interLATA long distance revenues in 1998

were $95.3 billion. 19 Thus, a price increase (or a lack of a price decrease) of about 2

percent on all long distance would completely offset all of the savings that the Applicants

claim for their proposed merger.20 Professor Hausman's analysis indicates that after the

merger, MCI WorldCom's prices would increase by 5.4 percent and Sprint's by 8.9

percent, which is consistent with the large increase in concentration from the merger.21 It

16 DOJ/FTC, Horizontal Merger Guidelines, § 4, revised April 8, 1997.
17 MCI WoridCom Application to the FCC for Transfer of Sprint Licenses, p. 107.
18 Rehberger and Grothe Affidavit,~,-r 8-10.
19 Frost & Sullivan, "North American Long Distance Service and Reseller Markets," Report # 2737-63,
1999, p. 1-4.
20 This assumes an inelastic demand curve. With a less than perfectly inelastic demand curve, consumers
are also harmed through a reduction in the quantity of telecommunications services that they purchase at
higher prices.
21 Declaration of Professor Jerry A. Hausman, ~ 24.
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is also likely that AT&T would raise its prices in response to price increases by the

merged MCI WorldCom/Sprint. Thus, it seems likely that the loss from long distance

price increases would easily outweigh the modest $2 billion in first-year cost savings.

26. Even more, none of these efficiencies and cost savings applies to Internet

backbone markets or packet-switched data markets. Thus, there are no offsetting cost

reductions or other efficiencies to offset the anticompetitive effects and potential price

increases that result from the merger in these markets.22

27. The largest portion of cost savings claimed by MCI WorldCom and Sprint is the

$1.3 billion saving in SG&A. These savings result from savings in corporate overhead in

areas such as finance, accounting, government regulation, and other areas. SG&A

savings represent 65 percent of the projected first year cost savings of $2 billion. Thus,

the bulk of projected cost savings comes largely from fixed costs and not from reductions

in marginal costs, at least in the short to medium term. The FCC has stated in past

opinions that such savings should not be given the same weight as reductions in marginal

cost, especially when determining whether cost savings will result in a more competitive

market.23

28. Past FCC opinions also emphasized the importance of lower marginal costs in

reducing the incentives for coordinated interaction.24 The relatively small reductions in

marginal costs projected by the parties to the proposed merger will do little to offset the

22 See DOl/FTC, Horizontal Merger Guidelines, § 4, revised April 9, 1997, ("the Agency considers whether
cognizable efficiencies likely would be sufficient to reverse the merger's potential harm to consumers in
the relevant market, e.g., by preventing price increases in that market").
23 FCC, Bell AtlanticlNynex Memorandum Order and Opinion, 11 169-170. See also DOl/FTC,
Horizontal Merger Guidelines, §4, revised April 8, 1997.
24 "Merger generated efficiencies can also make coordinated interaction less likely or effective if those
efficiencies are reductions in marginal costs that make coordination less likely or effective by enhancing
the incentive of a maverick firm to lower price or by creating a new maverick firm." See Bell
AtlanticlNYNEX Memorandum Opinion and Order, 1169.
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enhanced incentive for coordination between the two remaining brand name national

providers.

29. One of the primary synergies that MCI WorldCom and Sprint emphasize is the

claim that the merger would allow the combined firm to enter local markets more

effectively than either firm could on its own.25 This claim rests on the ability of the

combined firm to more effectively develop and roll-out wireless broadband (MMDS)

services than either company could on its own. 26 They claim that a broader, even

national, footprint of MMDS facilities is necessary to achieve economies of scale and

other efficiencies from common ownership.

30. An established principle in merger analysis, both in the Merger Guidelines, and in

previous FCC opinions is that, while merger efficiencies are often difficult to verify,

reviewers and regulators must be provided enough information to determine the

legitimacy of the parties' claims. "[T]he merging firms must substantiate efficiency

claims so that the Agency can verify by reasonable means the likelihood and magnitude

of each asserted efficiency, how and when each would be achieved (and any costs of

doing so), how each would enhance the merged firm's ability and incentive to

compete ... ,,27 The Merger Guidelines further state that, "Efficiency claims will not be

considered if they are vague or speculative, or otherwise cannot be verified by reasonable

means.,,28 The Applicants' alleged merger efficiencies related to MMDS fail to meet

these requirements.

25 Declaration of Daniel Kelley and Robert Mercer, ~~ 62-64.
26 Ibid, ~~ 62-67, MCI WorldCom Application to the FCC for Transfer of Sprint Licenses, pp. 102-103.
27 DOJ/FTC, Horizontal Merger Guidelines, § 4, revised April 8, 1997.
28 Ibid.
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31. There is no discussion by the Applicants of a timetable for when some of the

product synergies, such as MMDS, can be implemented. Furthermore, there is little

documentation of how the efficiencies arise and what impact these efficiencies will have

on the relevant markets. The Applicants claim that there are numerous synergies in the

development of MMDS technologies, in simplified contracting, in geographic coverage,

and in bandwidth that arise from the merger.29 Yet they do not provide concrete

examples of where and how these synergies would arise.

32. A further reason to discount claimed efficiencies related to MMDS is that both

Sprint and MCI WorldCom were already pursuing separate MMDS strategies at the time

the merger was announced, including the acquisition of spectrum in numerous markets.

Thus, the Applicants cannot claim that the sunk costs ofMMDS roll-out are so large that

neither firm could do it on its own. MCI WorldCom and Sprint collectively spent over

$1 billion to purchase MMDS frequencies and other assets prior to the merger.30 Prior to

the merger, Sprint had plans to roll out broadband using its MMDS spectrum early in

2000.31 Industry analysts noted that MCI WorldCom and Sprint were collecting MMDS

spectrum as a way to solve the last mile problem in their attempts to bypass ILECs for

local access.32

29 FCC Application pp. 85-92.
30 Broadband Today, A Staff Report to William Kennard, by Deborah A. Lathen, October 1999, p. 29.
31 In a recent acquisition of an MMDS company, Sprint announced that it "[W]ill immediately begin
designing and building a fixed wireless network capable of delivering a variety of broadband services to
residences and small businesses... [e]arly in the year 2000 ... " This is according to the President of Sprint's
Broadband Wireless Group, quoted in a Sprint press release, "Sprint Closes Acquisition of American
Telecasting, Inc," Kansas City, MO, September 23, 1999,
<http:\\www3.sprint.com\Stemp\press\release\ I99909\1 99909230866.html> (visited January 13,2000).
32 "MMDS systems complement these long distance carriers' (IXC) networks, for they provide the last­
mile connection to businesses and residences. Once the networks ofMMDS and IXCs become fully
integrated, the (XCs will have greater control of the end-to-end transmission ... " Broadband Today, p. 30.
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33. In short, there is no guarantee that this efficiency will materialize, and even if it

does, that its impact would be substantial given the rapid movement in the marketplace

and the development of other technologies. When weighing this against the loss of an

active actual MMDS competitor and the loss of a potential local exchange competitor that

results from the merger, the claimed efficiencies in MMDS deployment do not overcome

the potential for competitive harm that results from the merger.

V. CONCLUSION

34. The merger between MCI WorldCom and Sprint presents competitive concerns in

a number of different areas. I reviewed three areas of potential concern related to the

merger. First, I reviewed the impact of the merger in the market for packet-switched data

services, such as Frame Relay and ATM. MCI WorldCom and Sprint are two of the three

largest competitors in this market. I find that the merger results in a substantial increase

in concentration. If this merger were approved, it would increase the HHI in this market

by 1294 points, from 2013 to 3307.

35. Second, I reviewed the parties' claim of a developing so-called "all distance

market." I conclude that the concept of an "all distance market" is not presently

consistent with standard market definition concepts in competition analysis. However,

even if the parties are correct that there is a developing market for bundled services, the

merger would eliminate one of the most widely recognized brand name competitors in

such a market. Further, whether or not such a market exists, the merger will result in

higher prices for bundled services.

36. Finally, I reviewed the parties' efficiencies claims. I find that the claimed

efficiencies are small relative to the potential for anticompetitive harm that could result
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from the merger and have not been clearly documented by the parties as being specific to

the merger.

I declare, under penalty ofperjury, the foregoing to be true and con-ect to the best ofmy

knowledge and belief.
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